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This discussion attempts to cover briefly some of the back- 
ground material that should be helpful to those who wish to 
do public policy education.on the subject of infletione It 
discusses? — UNA ze pe 


4 
—2 


. 


What is inflation? 
What causes it? 
What are the effects of inf le tion? 
“When does ‘infletion become dangerous? 
Possible alternative methods of controlling 
‘infletion. i 
kN 6 = The present situatione | 
°-7 = The meaning of ‘mobilization. 
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The discus sion is ‘largely laid within the framework of coum 
----present mobilizetion effort. No attemut is made to. present 


ness 
This material“is primarily written for use by the extension 
specialist or county agricultural agent, There will never 
be perfect agreement ‘as to the strength and desirability of 
using the verious economic tools to control inflatione For 
this reason the subcommittee also has included same other 
suggested background reading to supplement this discussion. 
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‘* This material was. prepared for use at the national confe r=" 
nee on public policy educational work at Allerton Park, 
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experienced since June 1950, are definitely considered inflation. 
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OWhet da? inflation? a a ue 


Inflation might be defined as an iapte nee AN the plod t pe pl 
willing to spend for goods in relation to the amount of goods” ava 
mans that prices will rises The amount of price rise that can occur 
is called inflation is a matter of judgment . Rapid rises in ‘prices, f 


These sharp price rises come from the-interaction of ayoEtG and wba ad 
the economye On the supply side a curtailment of the civilian goods produ 
limit supplies available for purchasee On the demand side it comes from p 
willingness and ability to spend more for goodse Or it may eome from inabil 
to expand production as rapidly as spending in our *round-about " ‘Prpeg ee 
trial production. Fans 


aaset values rise es, The Se of money or bonds as an ceust pee 
others, such as real estate, may risee Thus, we can say that inflation resu. 
in a distortion of meny price, incom, and value relationships. a 


II. What causes it? 


people spend in relation t6 the. goods avai lebley’ 
several different wayse 


Ae Shortage of goods - One of. the greet eye pressures: in ah Smmaey 


it is all available. to ‘be as) on the searce consumers! ragga ae 
amount of infletionary aio ahi bis ani aes cd the amount os (pope a 
military producti one ; : 
Be Investment expansion - One of the strong déstabilizing factors in 
economy 16 Capital investmente An increase in the rate ef capita 
vestment is one of the strongest infletionary factors in our econ 
The total gross. privete domestic investment was at an annual rate 
$44 billion in the first half of 1950. For the first half of 195 
rate was $61¢8 billions About $10 billion | of this inerease was in 
farm producers plant Bae as ie a ‘ 
This. increase in the rete of" inva stmant ° outa), a: pressure: on t 
materials used. It crentes incrernsed insomes without creating i 
production to offset the higher incomse Thus, while its long-ru 
fects. may be deflationary it is infletionary in the short rune — 


Ce Inventory building + An inflationary pressure from the demand sid ‘ma 
come from attempts of manufacturers, wholesalers, or retailers to in: 
crease their inventorie ss The $16.3 billion inerense. in men manu 


nies from May 1950, to Mey 1951. This increase Cmemae thet manufact 
bid against esch other for raw. materials, wholesalers against | Nak 
fer manufactured goods, etc. This type of inventory hoarding is lik 
to gQ en all through the economy including the consumer level when 
shortage is anticipated at a later time. Ny ie is 


re ase in the mone y-- or oredit supply - Whenever there is an expe eted 

Shortage of goods there is is usually a scramble for them. This requires 

. ‘financing, - usually through an increase in the money or credit supplye 
Ba increase in the money or eredit supply May come from many sourcese. 


ee LS Lorene deficit spending - When the governnent borrows money from 

' the benks by selling. them bonds a new deposit is created in the banks 
to the governments’ oredit. When the government spends this money it 
enters the income stream and the banking system. It thus causes an 
upward pressure on prices and creates a wider base for the banking 
system to expand loanse The limit to this process is the gold posi- . 

tion of the Federal Reserve Banks, if member benks can protect their 
individual reserve positions by selling part of the bonds to the 
Federal Reserve Bankse As yet we have had no increase in the money 

- supply from government deficit financing sinee the Korean War begane 

‘In fact the. government had a has of about $3.05 Layton for the 
aa ae year 1950-51. 


Ze rasbudie in bank Joans - An increase in bank loans to private indi- 
viduals has the same effect as an increase of. bank loans to the 
government, As the new loans are spent they become deposits in other 
bankse This in turn gives the other banks reserves to make more 
loans as they only must keep a 14 to 24 percent reserve behind their 
leans depending upon the bank's classifications Thus, a $1 million 
bank loan to government or business can mean as much as a $67 
million increase. in the. money supply if used to the fullest extent. 


3 Increase in consumer credit = Any type of consumer credit that makes 
it possible for persons to buy more goods with a smaller down pay- 
ment, or take longer to make the payments, acts to put an upward 
pressure on pricese All of these merely mean that people start to 
scramble for things in short supply or things they think will be 
scarce latere 


This is a brief description of the way thet an increase in the money 
supply or increase in credit supply can bring inflatione It should be 
emphasized, hewever, that these only make infletion possible and do not 
necessarily cause it. Banks had large excess reserves in the late 1930's 
but we had no infletion because few were willing to borrows Even the 
government deficit spending at the same time had little effects. Thus, 
these factors only have inflationary effects if people and business are 
tate to spend or invest. 


- Spending from any - Another factor that ‘can increase the money avail- 

able to buy goods, relative to the goods for sale, is a chenge a bons 

people's attitudes about savingse If they think goods may. be scarce or 

higher priced in the future people my dip into their past savings to 

_ buye If they think the employment outlook is brighter or feel more 

. secure for other reesons they my reduce their rete of savinge Inieither 

case the effective demand for goods is increased. This change in savings 

“may come from either individuals or AN Mints and Liste an inflationary 
effent in either cases | E ' 
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aoe What are the effects of inflation? a Ml . Phy 
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more and the spires s0es on again. 


because peovle assume that organized labor cannot push waczes Up, an 


_possidle under these conditions regardless of the availability of 


getting caught again. 


. On aanaumatdon a Tafietron naa ee ved teffacts upon | consumption as it 
, does on Iss hap Consumtion ie fired income ord oe ond 


-& person who put 3100 into cash sayings or insurance in 1939 as savi 


spiral. a shortage of ae causes A Ss to Mee At the sal 
there is usually full emmloyment or a shortage of labor. .Under ¢ 

conditions organized labor can use neir power to push wages up ant 
chate nine with them “thei nes effective demand thus created makes 
further orice increases possible and likely to offset higher cost 
The hicher demand spreads to farm orices and increases living cos 


The poss ibility. of a cost-price spiral | is sometimes: overlooked 


vecause they assume that competition will keep orices at a mininun 
Neither assunption is true when the cconomy is near full employnen: 
or under the strain of war production. The cos st-price sviral is 


credit, government spending, or the money supply unless these Ae 
are so restrictive that unemvloyment reduces the wage push. It is 
most likely to occur wen shary rises in living costs occur as a re 
of shortages, but is possible whenevor full employment is reached. _ 


On production - The effects of inflation « on production are ‘mixed depe 
ing.on the amount of inflation and its rapidity. A. milder inflati 
will stimulate production, at least in some items. However, it als | 
distorts it. If vrices are rising rapidly, production may be directed 
toward consumer soods ind services when we need zore long-term invest- 
ment in fixed capital assets. In a wild inflation production may be : 
reduced as neople take part in a scramble for real property. 
we 
. Inflation. may also affect. worker! s. produntavace and willinenes 
work. If consu:mtion coods are scarce, the only incentive to vork 
overtime comes from the rifht to save to buy more goods in the futu 
If inflation des stroys- the value of savings, this incentive is lost. 
People who have had this hanven since the last war may be shy ebout 


=) 


ase oi 
On savings =~ The effect of inflation upon liquid savings is disastr 


had only $58.40 left in consumer purchasing power by 1949 and this had 
declined to.°53.80 by: April 15, 1951. A decline of this kind is ver; 


serious for many reasons. It Leads to a flight from savinss, insura ce 


and sovernment bonds into real vroperty. The tragic effects upon th 
standard of. livin: of retired versons, the income of endowed institutio 
and others with licuid savings in fixed form is bevond economic ca ula 
tion. If we are faced with tris kind of reduction in the value of 
inzs in the future who can blame scrsons for choosing to consume all 
their ineome as it is earned. To do otherwise would mean throwing so 


housand dollars orth of nice real estate fiscknasd) in 1940 would now 
worth about $2,300 on the average... A thousand dollars invested in 
_ ‘average common stocks in 1940 would now be worth about $1,950. But, the 
same money invested in a government security would still only have the 
$1,000 value, The same is true of most other types of bonds. Thus, in- 
lation has a Mi Aedes 3 effect on not epee the old ‘power of persons, 


5 on groups ie the economy — 


’ Farm and other raw material prices ~ In general it: may be said that 
Cae and other raw material producer's prices. rise faster and farther 
than” other items during: an inflation. ‘Farm prices rose 28 percent 
from April 15,°1950, ‘to April 15, 1951, while prices paid by farmers 
only rose 12 percent.’ Duting the.same’period other raw material prices 
rose 22 percent. Cotton prices rose 50 percent in that: time, meat 
_ animals 37.2 percent, feed grains and hay 36.5 percent, but dairy 
products only 16.2 percent. The dairy. farmer who'must buy most or all 
of his feed has been aqueezéd by the rise in feed vrices relative to 
milk prices, Thus, inflation may affect. some classes of farmers as 
"adversely as it does some other groups in the shor't. | TUN 
: es or others that are in debt, gain from dnfiation as the 
price rises make the debt easier to pay. However, the inflation in 
‘land values that results from the price rise makes it just as dif- 
ficult if not more sO aot a fier St man to start in pe etee 


“Wages and the cost of eee _ meee generally tends to be a lag in 
-wages behind the cost of living in times of inflation. As labor be- 
comes more organized: and powerful they move to offset this and some 
sectors of organized labor may lead the inflationary rise. The cost 
of living has risen 9.6 percent from April 15, 1950, to April 15, 1951. 
_ During this time the hourly earnings of workers in all manufacturing 
industries has risen 9.8 percent while those in retail trade have 
only risen 6.9 percent. Becausé of longer hours the ‘average weekly 
earnings of laborers in all manufacturing industries has risen 12.8 
‘percent while the average weekly earnings in the retail trade is up 

_ only 5.8 percent due to shorter hours. White collar workers also 

fall behind ‘during inflation as shown by the 8.7 percent increase 

i at weekly earnings during the périod for bank and:trust company 
employees. Thus, the effects’ of inflation vary widely among different 
segments of labor. depending upon their. ‘position and bargaining power. 


Prospects of further inflation will' lead labor ‘unions to. ask 
for more "cost of living" contracts to protect their real incomes. 
witne widespread adoption of such devices will gYeatly shorten the lag 

in the cost—price spiral and make inflation even more rapid oe 
this cause. PCa Get atte hake 


‘Fixed income groups - It is the fixed income groups that suffer most ~ 
_ during an inflation. Retired persons living on savings, pensioners, 
; white collar workers, teachers, and many others have incomes unrelated 
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Share of those goods ie eels for ee 


Fe The long-run effects - Many of the most important effeots of a 
inflation are not felt immediately. Many of them may not be econ 
all, but they are serious consequences a nation should consider - 
scatae with inflation. 


: le Political - The fixed income groups in our society are a highly 
stable groupe The effects of inflation on this group have alr 
been discussede If they are faced with a steady deterioration 
their position they might not endure it politically for an inc 
nite periods They thus might support economic pelicies that are 


Germany led this class of people to back Hitler in his rise t 
or at least prevented their opposing him. The recent wild inf 

in China may have given the communists much of the same supp 
While we don't face such a danger, it does help to show the 
of losing the political stability of the fixed income groupse 


2e Social effects - Inflation also may bring undesirable effects of 
social naturee Because of the distortion of incomes, young pe 
may draw away from entering fields which are important to our s 
As a result of our inflation of the last 10 years we already ha 
shortage of adequately trained teacherse The propertion of yo 
persons being trained for these and other “white collar” jobs” 
‘continue to decline if they are faced with the prospect of a d 
ing real income. : | 


3% Bes onotoot tt - A point in this category, is the economic attitu 
which may develop because of strong infletionse People may com 
regard saving as foolish and refusé to hold liquid assets or c 
instrument s which are ne ce ssary in a productive . © COnOMy » When 


holding money instead of goods Sy i their attitude i owe 
ductivity and work may change and a whole now set of values may r 
place the normal onese _These in turn may leed to.political and 
“nomic Paget! with unde sirable resultse oe 


IVe When does inflation become dangerous? 


Not ell rising prices are bade In fact a gently rising price level ma 

much easier to ebsorb increasing productivity than an absolutely stable > one 
requires many internel adjustments. Thus, it is ate ais of price shenges 
makes inflation dangerous. | 


mn: that’ the United States could have ari inflation of the 
ive type thet dostroyod Germany ‘after World War I dnd China after’ the last 
Our tremendous productiva capacity end its ability to expend keeps the sup- 
ly sids strong, a factor thet neither of the coutries mentioried had at the time 
their infletions, On the: demend side we have a strong #overnment with the 

ty to’ collect taxese Our progréssive’ income taxes, colle¢ted in advance 

ish another brake to an explosive, self-fosding infletions 


_ This does not mean that inflation is not dengorous to or economye Wo have 
nthe 10 percent price rise in living césts'in the last years If tho public 
ught that this was to be a continuous’ process their reaction might be different 
he re would certainly be a movement from savings, government bonds, and other 
assets of this type ¥$ real assotso With our tromendous liquid assets in this 
country this would undoubtedly intensify the infletion. The final result could 

at less of confidence in the government and government credit which would set | 
the stage for an explosive inflation of the worst typoe . 

Pessible alternatives == 8 ©: eA en 


_ Nearly everyone agrees to som extent thet inflotion represents some danger 
ur economye However, there is much less agrocment on what to do sbout ite 

The suggested policy alternatives fall into four groups: (a} No controls, let 
price system operate freely; (b) monetary and fiscal controls onlys‘(s). 

tary end fiscal controls buttressed by direct price, wage, and allocation 
controls; (d) direct price, wage, end allooction controls buttressed with monetary 
nd fiscal policye A thls oh: aah 


ea 
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discuss these alternatives and’some of the effects that each is likely to 


Ns No controls, let the price system operate freely 


This policy is essentially that of allowing the price system to work 
froely in tims of mobilization. People who advoonte this point out thet 
the price system is the basic mechanism which allocates resourecs and guides 
‘productions They say thet disrupting it will hurt our productive ability. 
_ df prices start to rise because of inflation, production will increase, 

_ supply will increase in relation to demand, end prices will become stable 

rv decline HM stage vo Bites 
ACS Our oconomy has a tromendous productivo capacity and higher prices give 
_ dit the incentive to expands, Total industriel production jumped from 190 

~ (1935-39 = 100) in April 1950 to 223 in May 1951. Such an intrease in sup= 
plies has helped keep the ‘supply ~demand relationships in lines Whon tho 
‘increased production comes from increased productivity, the deflationary ef- 
_ fects are oven greater than if overtim work or new workers are requirede 


This situation ‘is somewhat alterod in the mobilizetione When the 
government is buying som goods for military use, theso goods are not avail- 
able for civilian consumption.e But, individuals receive’ wages, salaries, 

and profits when they help produce military goods as well as consumer goods 

nd they will spend these incomes, Thus, government purchases of military 
‘oods will result in price*risos eventhough the military goods are entirely ~ 
achieved by increasing output or productivitye However, the more of the 
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- Gome ici the real standare of living at tho Nation a 


. forence between the total phased aiahts demand for deta oa goods oe 


Be Monetary and fiscal controls 


- 
oe 
i 
: : 
& 
i 
te 


military goods that cane from inere aed cut put» ‘the 


This policy means that all resource uso is. ela obateds ‘yb 
The governmnt will not have the power to allocate besic moter ia 
defense producers, but will heve to bid for the moter ials on tho | 
markets Allooations are a form of control which prevent price fro 
cating resource usoe When tho governmnt buys som of tho output th 


be called the "inflationary gape” 


The use of no controls will lead to somo infletione Tho milita 
budget would have to become progrossively lerger as pricos rose» T. 
not be entirely undesirabloe ‘Tho military Neila? can be increased 


stable pricese In either case, it results in non=defonse. neonatee . 
able to command less resourcese Infletion without budget increases n 
tho easicst way to achieve thiss 


Any inflation thet my eee ure from no controls has som other po: 
advantagese It decreases the relative importence of the national debt 
relation to money notional incomee It also puts som squeeze on fixe 
come groups which may force thom into more productive jobs to mainta: z 
levels of livings For short-run productivity this may be good esis 
long-run effects may be undesirobloe a 


The policy of mobilization with no omtrols eid of having some inf 
tion as a result is ome thet might be offerede The other policies disc 
ed are essentially attempts to remove or control th inflationary gape \ 
course, ell of the othor policies would be aided by hnving increesed pr 
duotivity to relieve bina supply sido of the probleme 


Wu 
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Monetary and fiscal Sone se is an attempt to control the causes of in- 
fletion by removing the excess demandfor goodse This policy would allow 
still prices to allocate resources throughout the économye It would a: 
and oncourage the increased production but attempt to drain off the iz 
ed demend it createse To discuss mone tary and fiscal controls they mea 
divided Anke several classese 


le  Monotary sontrois ~- In general, none ehiesy controls are attemp 
remove excess demnd by controlling the money supplye Monetary co 
trols have several odvantagese They are ‘impersonal in nature. Th 
also have highly centralized control in an indirect mamere This” 
they can be effective without using great quantities of manpower - 
enforcement. Monetary controls operste under rether broad discr 
ary powers which mke them more floxible to fit a particular ee 
and give them reversibility which is HOOT REI 


(a) Direct monetery.cotrolse One of the most common aseutunten tery 
controls is the limitation of the banking system's ability t to make 
additional. loans by affecting their reserve statuse ely 


hange in reserv qu ental In our ey reserve” as 
banking system each bank's loaning ability is limited by the 
amount of its reserves with the Federal Reserve Banke If the 
“monetary authorities wish to decrease the availability of 
commercial bank loans they raise the reserve requirements of 
the member banks which means member banks can make less loans 
on a given, amount of reservess The power to use this tool to 
limit bank loans has several woaknessese Roughly half of the 
banks with about 15 percent of the banking assets are not 
members of the Federal Reserve System and thus can't be 
reached, Another limitation “is the wide difference in the re- 
serve positions of the various ‘member benkss One may be loan- 
ed up so that an increase in reserve requirements would force 
it to call some loans to meet the new reserves, while another 
bank may have large excess reserves and their loaning ability 
wouldn't be touched by aang reserve requirements » 


The tightoning of reserve requirements becoms useless 
if benks can merely sell government bonds to the Federal 
Reserve Bank to furnish the inorsased reserves or to expand > 
loanse From the ond of World War II wmtil March 1951 suoh a 
practice was virtually encouraged as the Federal Reserve 
Banks stood ready to buy all such bonds offered for sale at 
a fixed price above pars Since Maroh this has been disoon- | 
tinued and banks that sell bonds to increase reserves may have 
to take capital losses on them, which removes the profit from 
the operation. Thus, the use of reserve requirements is a “aM 
much more potent weapon against inflation now than beforee 
There is limitation set by law which limits strong use which 
might be ne cessary in @ strong inflation. 


Direct bond reserves - Some persons have suggested that banks 
be required to hold a roserve of governmont bonds as well as 
cash behind their loanse This is another way to prevent ex- 
pansion of the money supply through the liquidation of bonds 
to mke inflationary loanse This would be a drastic measure 
which would reduco bank flexibility and probably would be 
strongly opposed by the bankse This method was used by som 
countries during the last ware 
Consumer credit re gulati ons = One of the more effective brakes 
to inflationary spending is through reguletion of consumer Bey 
oredite The ability to require cortain down payments end 
spocify the length repaymonts can run has a great effect on aids 
the amount of spend ing poople do for scarce goods, It has 
- been most effective in housing, autos, and major household 
-appliancose 


Margin controls for stock and commodity mrkets = Tho ability 
to control margins in stock and commodity markets can help 
control inflation by prevent ing spoculation in the markets on 
money borrowed from bankse Tho Federal Reserve Board already 
has control of stock Mar ginse Control of margins in the 
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(b) Indirect monetary controls - Indirect mone tery controls are 
shade removed fran the so-called direct monetary controls | 
cussede 


(1) 


_to make now loanse A slightly higher rate will al 


- there is a delicate balance heree If interest rates 


credit be mintained, This means thet the bond m 


Beading dade GEM fii Te 
commodity market has been refusod in the presen¥ on 
continues to be set by the individual 


Forced savings - It has been a ugge sted thet fore 


would be a most effective inflation controle Unde 


each person would be forced to buy certein governm 
to be determined by the amount of excess spending» 
abloe Those bonds would be cashable at som later 
more spending was noodede This is essentially anoth 
of taxation which might be somewhat more palatable 
publice If effectively handled it could be a very 
inflation controle t | a: 


Variation in interest rates - One of the oldest idea: 
nomics is that the amount of money people will borr 
upon.the interest rate and that. the amount people wil: 


fluencing savings and borrowings They are now fel 
much less effective than previously thought. 
Foderal monetary authorities have major control 
interest retos because of the large Federel debte It 
gonerally agreed that raising interest rates does vi 
to deter borrowing in times of inflation.e If it doe 
effects it-may bo on productive enterprises that sh 
encouraged and not upon those where curbs are neede 
interest retes also mana bigger interest payment on th 
debts Howevor, higher interest rates cen have important 
fects upon tho availebility of.monoy to loane And ave 
ability is the key to the prevention of loan expensione 


Ifthe monetary authorities let the interest r 
government bonds rise, it means their capital valve 
If bonds are below par beceuso of a rise in interes 
the banks will be putting a seal on a capital loss 
sell theme This limits the smount that banks will 


expand loanse It also encourages other institutions 
individuals to do: the same with their excess moneye 


government bonds are allowed to riso far enough the 
value of them will fall considerablye Many of our b 
en extremely thin capital position and sucha fell 4 
of a m jor. asset. could impsir their solvencye The sa 
fects would be felt by other institutionse if 


It is absolutely essontial that faith in gove 


ght. cause a loss | of, ‘conf idense and result in. cul 


re eth dire ct and indirect mone te ry controls have their strongest 
role in’ limiting the eveilability of money in the banks or in the hands 
of the public. Changing the cost of monoy has become less important e 
 espedially during inflatione Our problems have boon greatly amplified , — 

- by the large government debt held by the. benks and the large liquid 
assets held by the publice 


It: should be mentioned that there ‘are some dantarioa on the use of — 
monetary controls to prevent infllation.s If shortages of civilian gocds 
-and raw mater ials bring rapid price increases these will spread through 
- tho aconomy's Monstary controls cennot prevent these price rises» It 
would only be possible by making monetary controls so.tight that unem- 
ployment would reduce effective demand by. amounts approximately equal to. 
the reduction in the supply of. goods for sale. . This, of course, would 
not be wise when all out _production is neadede : 

Mig? Neither can monetary aonerole! provent a cost- ear ine spiral unless 
used Wb iL" unemployment takes the push out of the wage sides Unemploy- 
ment is not feasible in a defense economy calling tor all cut production. 
_ Thus, monotary controls are limited to a prevention of inflation made ie 
iy peo he from an increasing money supplye 


2s Fiscal policy - Fiscal policy is in general en attempt to attack 

inflation ‘by removing the excoss demand through taxetione To do this, ity 
aa necessary to remove the most spending power where it occurse This is 
in the incomo groups’ of le'ss than $10,000 par years ; ia 


Taxation or changes in taxation require congressional action and it 
ad ‘usually impossible to gat the taxes necessary to adequately prevent 

- inflation as it is not politically popular to levy taxes on a broad base 
to reduce: reel’ income and standard of living. There is practically no y 
-tax’that can prevent. inflationary spending from savingse Any that have — i 
— been proposed are adeministrative ly impossiblee The general types of fag 
ah and Vie Sa FOS, are $ wr ny aes 


yy Ine ome tax - A propo rly levied incom tax is a strong weapon to pid 
er PS eh inflation. | To be effectivo it must remove the excess purchas- 
' ing power where it’ is - in the $3,000 to che 500 classe~ Families ey 
with incomes over $7,500. make up only 67 pyueane of our population = 
yest atey they, are better EME eR head ANE ye ti Meas : 


To be effective the income ‘bax mae be seruied Phen living Hg 
ee If groups look at real incom after taxation they will at- 
ype met: to ‘offset higher taxes with higher Wag k, ina pa or. ' profits. 


Beene cates s excise tax - ate hes been proposed that a manuferture” 
Benen es excise tex would be a -good device to. soak up excess spending 


powers It is true that it would remove excos 
it would also have inflationary effectse It we 
consumers' price and ceuse a push for higher wages, r 
tural parity prices, and add to the ecost-price spiral in ge 
It could be applied in varying amounts to different items al 
as a form of rationing for those in short supplye 


Consumer sales tax = A consumer sales tax would heave about - 
anti~inflation values that en excise tax woulde It has th 

advantage of not being figured in priees to aid the cost-pr: 
‘ A sales tax also has tho same broad effects on low-inoome p 
} with no selectivity as to the ability to pay or equity. 


(d) Corporation excise profits tax = One of the most popular ts 
an excess profits taxe It doos little to prevent inflati 
corporations are usually savers in good timese Second, tho oe: 
profit tax encourages wasteful expenditures in the production 
goods; and third, it romoves most of the reluctance to inflat 
wage boosts which add to the ecst~«prieo spirale The corporat: 
excess profits tax also, undoubtedly, effects pricese Corpor: 
will try to maintain certain nct profits after taxes, and a hea: 
excess profits tax will encourage themto reise prices to maint 

: profitse The tax has other inequities in terms of its effe 3 
; the growth of small businessess. Howover, it is politicall; 
popular and is an ocasy source of revonuec Ne 


* * * * 


Be: _ Monetary end fiscal policy have advantages end weaknesses to o 
>. infletione A free price system eneourages production which will n 
i. inflation threat lesse If used to the fullest extent, muetary 

i fiscal policy can remove nearly oll of the exeoss domend croatod 
goods are produced for defenseo ieee Lie 


a eee 


| It is not possible to prevent infletion due to a cost=price sp ra] 
a or spending from savings by using monetary and fiscal policys It 


also ke difficult to prevent sharp price rises on individual comm 
using these indireet controls. Even so these tools are the mos 
ful to attack the basic.causes of inflation. eee) 


Ce Emphasis or monetary and fiscal policy buttrossed with direct o: 


Advocates of this policy wonld use the monetary and fiscal eoytrole to 
remove excess demend but would buttress these with direct controlso 0: 

the first direct controls would be the right of the government to all 
searce materials to producers of defense orderso If this is done then 
at the consumer level can no longer allocate resources and sharp rises 
shortages mean only inflation and can bring forth no increases in prod 


| There are two arguments for tho use of at least some direst a Cn 
i _ bask up monetary and fiscal policy in a period of mobilizations Mos 
Bi mists think it is impossible to cerry out a mobilization with fu 


i and a seller's markot without a strong cost-prieo spiral and its r. 
. inflatione Under these same conditions it is also difficult te p 


30 ae Boren higher profite, 


A rm 7 vs 


he. ‘ag cond beget kaise for soma direet Kontos sg based completely on 


ist. those who are forced to: by higher taxes or higher pricess To many, price 
ontrol and rationing treat people more fairly then a price-inflated market 
with goods in short. supply» Whether this equity is desirable is strictly 

a matter of judgmént and can't be debated .on economic grounds, but it is a 


prot: important ie gapaai considerations. 


“If: Giveot penbeads are and to bubbre se a 2 strong monetary and fiscal 
policy’ it is not likely that there would be a serious amount of excess demand 
to bring widespread ratioqninge However). the. mere threat of controls may cause 
some persons to hoard goods and buy in advance of noedss On the other side 


dire ot controls may prevent some scarce buying that ma y do if they think 
prices will be higher e - t 


Any direct controls also require large quantities of manpower, both with- 
pat government and industry, to administer snd keep the necessary recordse 
‘his, of course, removes these people from more productive work in the defense 
fforte Controls may elso hamper production efforts by failing to allow the 
lecessary | price incentives or by distorting the» price structure between the 
raw material and its,manufacturee 


There is one other strong point against. us ing direct controls during our 
resent. defense build-upse Controls wear out. They become progressively 

ore irritating end more difficult to administor as time PASSOSe There is no 
doubt thet wo-would need strong controls in casé of all-out ware Many people 
say that we should save the live ammunition of direct controls for that pos-= 

pp ahys rather than wear them out nowe 


‘ 


ES na direct controls buttressed with monetary a and fiscal policy. 


This. Paro araiia eit a strong set of price, WAZ y and material 
controls without. too much attempt to control the exeoss demand in the economy 
he result would be the typo: of:, Nahai aae inflation we had during World War 


Dirac pen trots ae oa a strong use of monetary and fiscal policy only 
attack the symptoms of infletion and not the bnsic causes underlying ite A 

_ large suppressed demand would undoubtedly lead to black markets and rationinge 

uch a policy ens not be feasible at all unless there was a strong patrio- 


i 


i‘ WN large nena couena does Brean the fullest use of resources 

nd fullést output from available resources and manpower since there is a 

ready market for.all productse Strong monetary and fiscal controls may cur- 
eil the market for some products. _.. 


"Suppressed inflation may lead to much malallocation of rosourcess Price 
centives are required to get people to change jobs and to got increased out-~ 
put of needed gookse: BPR ARE direct controls may Brewent the needed shifts. 


u tye any g00ds are to be scarae and more expensive should all of the supply — 


re 
A 

is 

Si 
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More manpower ir used and the controls would be much more aiff 
withe Thore har, boon no strong advooation of the use of direct ORG TG sels 
without strong ciscal and monetary policy to mect tho ‘prosont: bipe 
probleme 5 


Se evan this sibvtalsigr aby azar ts removed 


The present situetion 


: rs 
aon aro in shone! hoa aay’ peennt, the emphasis” 
So do the points regarding control of the cost=price spirale ° 
to direet contrels previously menti one d also apply here with 


war startods There is some justification for the orestion of exco 
or for allo ing inflation when there are unemployed factors of produ C 
be attract3d in the economy.’ When mobilization starts from at -) 


« 


Ae What do we face 


In igaubiead terms the sient on facing the ‘United ‘States is an 
tremely difficult ones Wo are being called upon to rapidly build 
defenses until about mid-1953, Thon our rearmament is to lev 
declinee At the same timo we cannot afford to seriously disl 
Civilian economy for two reasonse One is that it would be politi 
impossible to rearm at the rate of the 1940's wless totel war b 
home tho neoassity to the peoplee Secondly, we mey be entering 
‘period = perhaps generations = of odld’ or minor warse Wo can't aff 
to woaken our economy now if wo may be forced to fight an all-out w 
laters Thus, tho problem is to provide adequate defense yeu 
hurting our long-rwm economic Bronas : 
Some idea of the strain on our economy can be shown as follo 
About 6 percent of our gross nstional output went to defense befor t 
Koroan Ware In the last quarter of 1950 this wes only up to 8 pe: con 
Now the pace of mobilization is increasing and in the second qua 
1951 about 11 .percent went: to defenses By the end of 1951 thi: 
is expected to be up to about 15 parcent with the top of 20 pe i 
pected in mid-1952. Thus, the impact of the defense effort pee not 


pan § 


“Ono of our big oe ans ee this last yoar hee ies 

vate domestic ssp 0h Ok Since Korea this has ole im d 19 pore 
our national output compared to 15 percent from 1946 to middle | 
From the first half of 1950 to the first half of 1951 business ex 
turas for plant ard oquipment were up 44:3. persent. manufacturd 
ventories were up 89 percent. non-residential construction was 
percent, Part of this was due to: a desire to pet new plants | 
ment before shortages came and prices rose, and part was due + 
defense orderss Much of it was financed from the 23 percent ; 
benk loans» : Oe 


to) Ni e : th 

Ali MA it 4 A) 
ic One 6 : mo; spectaculer factors in our economy has eee tho 
‘sharp inerea industrial production sinve the Korean War bogane 


he Foderal Rosurvo Indox cf industriel production rose 14 percent from 
May 195@ to May 195160 _ This combinod with a plentiful agricultural prom 
uction has furnished amplo supplies of ¢onsumers goods to meet the in= 

_ Greased demands e Tho result hes been a noticeable lull in the infla- 

_ tionary pressures with declining prives: 20 some aroas,e If we can con= 
ane tinue to expand eur production it may be possible to produce the neces=- 
sary war materials without any major reduction in our real standard of 
_ °  livinge Even so, there will be strong infletionary potentials as we 

A es our. ‘defense ee 


Government action ~ ‘The | Aap eeaee action regarding inflation has 
varied greatly, After the pessago of the Defense Production Act of 
195¢ in September 1950 sevéerel steps were te kon to control credit by . 
selective means; Installment buying curbs’ were put into effect which 
reduced the rise in installment credit to 1 percent in the fourth 
quarter of 1950 as compared to 10 percent in the third quarters Dur- 
ing the first helf of 1951 there was a decline of 45 percente 
Mortgage credit restrictions wore tightened and effects became 
noticeable in the second quarter of Agsl when housing starts were 25 
peroént : ‘below the. previous yeorre 


On the’ gone ral tloney ‘supply side tho Federal Reserve Board ‘act- 

“ed more. slowly. Bank reserve roquirements were not reised* until 

early 1951 but they are now at their legal maximum except for an ad- 

ditional 2 porcent requirement possible on cemend deposits in New 

- York and Chicago bankse Thus, this tool has been exhausted unless 
there is thore further legislations 


Open market ope retions to control bank reserves were not oef- 
fective as long as the Federal Reserve maintained the bond peg which 
edlowed banks to convert bonds into loan reserves at will. After a 
long controversy’ between the Treasury and the Federal Reserve a new 
 lotigeterm non-markotable security with a higher interest rate was an- 
~ “nounced March’ 4, 1951. Shortly after this'll bond pegs were dropped 
and other SYS ot rates allowed to risoe Estimetes as ta the of- 
“foots of this policy on infletion vary according to tho observer e 

The Federal Reservo Board is still committed to stabilize the govern- 
mont bond market, especially during refunding operations, which may 
still allow banks to sell bonds and expand loans. 


. On eo budget and tax side there has also been actione In late 
1950 Congress enacted two tax increases which will result in about 
$9-10 billion at our present level of incomese Recently the House 
has passed an additional tax bill to bring in approximately $7 ... 
billion more in taxes» This figure was still $3 billion below the 
increase roquosted by tho Presidente The fiscal yoor just ended 
found the government with a $365 billion surplus. However, a sizable 
deficit is expected for the next yeare An expected $20 billion in- 
erease in personal income by 1952 will also greatly execed the nww 
tax proposals end thus add to inflation. However, this increased 


- ingome will also inereaso tex: receipts by a sub 
may again aid in balancing the budgete |= - 


ree 


2e Non-government = On March 9, 1951, a voluntary credit o nt 
gram was inaugurated by the Board of Governors of the Feder 
System covering all major financial institutions in the 
Committees. have been set up to guide lending institutions in 
policies toward new loanse Tho effort is being made, to db: 
tary restraints on non-defense,lendinge One example that is o4 
to show its effectiveness is the failure of the State of Wes ae 
Virginia to get any bids from investment banking syndicates on the 
$€7.5 million soldiers' bonus bondse Even though plans had been me 
in advance for the financing it is claimed that a committee dooi 
thet. the bonds were not in keeping with the program had a revers: 
effects Apparotly actions of this sort-are’ being quietly taken 
throughout the country, but their effectiveness will be diff 
evaluate e te OP apt at ye i ted Al ae 


VIIe The meaning of mobilization 

“Mobilization and allocetion of part of the Nation's produetion mean 

_. things Whether it is done with no controls, monetary and fiscel emtrols 
tary and fiscal controls buttressed with direct controls, or primarily 
rect controls does not change the factse Mobilization means either an , 
decline in the real standard of. living, or if production can be increased 


ently, a feilure to increase it by the amount productivity inereascse 


Inflation brings the decline about by bringing higher prices for the 
able consumer goods. The fixed income. groups May maintain dollar @xpond: 
but their real consumption drops as prices rises Thus, inflstion essentiall; 
mens a disproportionate share of defenso production comes from the stenda: 
living of fixed income groupse. It is the inoquity of this process that ca 
other alternatives to be. offerede the ie ae 


Laid 
é 


All of the alternatives discussed are feasible policy alternatives wh 
have been suggested by able and well-meaning individualse Bach would have 


whet different impacts on, spreading the burdon of defense. The long-run 


tions of each may be difforent but can only be guessed ate In tho finel an 
it will be political-considerations, as expected in a democracy, that wil 
determining factor. hs ; 


oy 


